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COMMENTS OF PACIFIC TELESIS GROUP
ON JOINT BOARD'S RECOMMENDED DECISION

SUMMARY

Pacific Telesis Group comments the qunt Board for its hard work in beginning the
process of implementing Section 254 of the Telecommunications Act of 1996. However, much
remains to be done. Our comments make the following points:

. The Joint Board’s approach to proxy modeling underestimates our costs. Any
model adopted should allow us to recover our legacy costs and a reasonable share of joint and common
costs;

. The Joint Board’s nationwide pricing benchmark is likely to be unreasonably
high because it includes discretionary and access service revenues, and thus will undercompensate
carriers for their universal service support and inappropriately preserve implicit subsidies;

. The Commission must make explicit the size of and the precise formula for
assessing contributions to the high cost fund,;

. The Commission must allow carriers to pass on their universal service
contributions to customers;

o We support a universal service fund based on both intra- and interstate revenues
which is sufficient to cover our support obligations;

. The Commission should clarify how users of unbundled elements will receive
universal service distributions; we advocate dividing the subsidy between the retail and wholesale

carriers;



) We oppose a reduction in the cap on Subscriber Line Charges. We also believe
that if any reductions in access charges come about as a result of the upcoming access reform docket,
they should be reflected in greater allocations to the universal service fund;

o The Commission should reject a rule prohibiting disconnection of Lifeline
customers for non-payment of toll charges; market-driven solutions will be much more effective in
keeping customers on the network;

. We support the Joint Board’s discount structure for schools and libraries, but
oppose the inclusion of Internet access and internal connections; in addition, the Commission must
determine how the $2.25 billion fund will be divided among eligible schools and libraries; and

. We oppose any requirement that we build out our network to provide rural
health care services, and advocate equalization of distance-sensitive rates but not the mileage against

which those rates are applied.
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Before the
FEDERAL COMMUNICATIONS COMMISSION
Washington, D.C. 20554

In the Matter of

Federal-State Joint Board on CC Docket No. 96-45
Universal Service

8(0) NTS OF PACIFIC TELES UP
ON JOINT BOARD'S RECOMMENDED DECISION

L INTRODUCTION

Pacific Telesis Group (“Pacific”) hereby submits comments on the Joint Board’s
recommendations for conforming the nation’s universal service rules to the Telecommunications Act
of 1996. We commend the Joint Board for its work, and recognize the effort it put into resolving what
are very difficult and far-reaching issues. We believe the Joint Board has resolved a number of issues
correctly -- for example, its decision to rely on proxy models.

Must remains to be done, however. It is imperative that the Commission solve a
number of significant problems in the Joint Board fecommendation. Among other things, the
recommendation does not provide for adequate universal service support and continues implicit
subsidies. In addition, the plan does not permit incumbent LECs to recover their legacy costs. The
Commission must also carefully delineate the size of and mechanism for calculating the universal

service fund. Finally, the Commission needs to reign in the Joint Board’s proposed subsidies of



non-elecommunications businesses, such as the Internet and “internal connections,” in implementing
the schools and libraries provisions of Section 254.

Our comments make the following points:

. The Joint Board’s approach to proxy modeling underestimates our ¢osts. Any
model adopted should allow us to recover our legacy costs and a reasonable share of joint and common
costs;

o The Joint Board’s nationwide pricing benchmark is likely to be unreasonably
high because it includes discretionary and access service revenues, and thus will undercompensate
carriers for their universal service support and inappropriately preserve implicit subsidies;

o The Commission must make explicit the size of and the precise formula for
assessing contributions to the high cost fund;

. The Commission must allow carriers to pass on their universal service
contributions to customers;

o We support a universal service fund based on both intra- and interstate revenues
which is sufficient to cover our support obligations;

o The Commission should clarify how users of unbundled elements will receive
universal service distributions; we advocate dividing the subsidy between the retail and wholesale
carriers;

. We oppose a reduction in the cap on Subscriber Line Charges. We also believe
that if any reductions in access charges come about as a result of the upcoming access reform docket,

they should be reflected in greater allocations to the universal service fund;



o The Commission should reject a rule prohibiting disconnection of Lifeline
customers for non-payment of toll charges; market-driven solutions will be much more effective in
keeping customers on the network;

o We support the Joint Board’s discount structure for schools and libraries, but
oppose the inclusion of Internet access and internal connections; in addition, the Commission must
determine how the $2.25 billion fund will be divided among eligible schools and libraries; and

. We oppose any requirement that we build out our network to provide rural
health care services, and advocate equalization of distance-sensitive rates but not the mileage against

which those rates are applied.

IL. THE JOINT BOARD'S RECOMMENDED DECISION, IF ADOPTED, WILL VIOLATE
THE STATUTORY MANDATE FOR ENSURING SUFFICIENT UNIVERSAL SERVICE
SUPPORT FOR RURAL, INSULAR AND HIGH COST AREAS

The core function of "universal service" is support for rural, insular and other high cost
areas. The statute requires that this funding mechanism be sufficient, predictable and explicit.!
Unfortunately, the mechanism recommended by the Joint Board does not satisfy any of these
requirements.

In brief, the Joint Board recommended that eligible telecommunications entities would
draw from the high cost fund based on the difference between an estimate of their costs, as determined
by a cost proxy model, and a national pricing benchmark. While the Board declined to recommend the

use of any specific model at this time, it did enunciate several criteria -- including the use of

147 U.S.C. §§ 254(b)(5), 254(¢).



forward-looking, least-cost technology” -- to govern the ultimate selection of such a model. It also
indicated that it would identify a preferred model prior to the Commission’s ruling on the Board’s
recommendation. Y 269, 281-282.

The Joint Board further recommended that the national benchmark be calculated on the
basis of total revenues-per-line, including the revenues of certain services that would not be supported
by the fund. This benchmark is to be computed by dividing local, discretionary and access service
revenues by the number of loops served. §310. The resulting figure will establish the revenue
expectation against which support requirements will be measured.

The Joint Board’s formulation does not meet the criteria delineated in Section 254 of the
Act for a new universal service mechanism, because it will both substantially underestimate the costs
of providing the services subject to universal service support and overestimate the revenue benchmark.
The resulting cost-compensation squeeze inevitably will deny necessary universal support to deserving
rural, insular and high cost areas.

First, the quality-service-at-affordable-rates mandate of (b)(1) cannot be satisfied

because an eligible entity will not be able to maintain its network and keep rates affordable without

2 The Joint Board's criteria for establishing a cost model are: (1) the least cost, most efficient
technology that is currently available using existing ILEC wire centers should be used; (2) any network
function or element must have an associated cost; (3) forward-looking costs should be used; (4) the
model should utilize forward-looking cost of capital and recovery of economic depreciation expenses;
(5) costs of providing service should include all customers, including multi-line businesses; (6) a
reasonable allocation of joint and common costs should be allowed; (7) the model and underlying data
should be available for all interested parties to review; and (8) the model should be verifiable and
relevant data inputs should be mutable. Federal-State Joint Board on Universal Service, CC Docket
No. 96-45, Recommended Decision, § 277 (Jt. Bd., rel. Nov. 8, 1996) (citations to the Joint Board’s
Recommendation hereafter are cited as “Y __,” e.g., §277).



adequate universal service support.® Second, access to advanced services under (b)(2) will be
threatened because insufficient support undeﬁnines network modernization efforts. Third, the
requirement in (b)(3) that services be available in rural areas at rates comparable to those in urban areas
cannot be achieved with the Joint Board’s methodology.” Fourth, the principle embodied in (b)(4) that
universal service be supported by equitable contributions from all telecommunications providers will
be violated because a disproportionate share of universal service support would have to come from the
ILEC, its customers and its shareholders under the Joint Board’s formulation.® Fifth, the Joint Board
Recommendation will lead to the provision of insufficient support and the creation of unpredictable
and hidden support flows contrary to the dictates of (b)(5).” Accordingly, the recommended support
mechanism must be substantially revised by the Commission if it is to fulfill the universal service goals

embodied in the Telecommunications Act. The specific areas that lead to this result are detailed below.

3 Section 254(b)(1) provides “Quality services should be available at just, reasonable, and affordable
rates.” If a state commission continues to insist on keeping local service rates low, the eligible entity
will have to reduce maintenance and investment in the network, thereby severely undermining universal
service.

4 Section 254(b)(2) provides “Access to advanced telecommunications and information services should
be provided in all regions of the Nation.”

3 Section 254(b)(3) provides “Consumers in all regions of the Nation, including low-income consumers
and those in rural, insular, and high cost areas, should have access to telecommunications and
information services, including interexchange services and advanced telecommunications and
information services, that are reasonably comparable to those service provided in urban areas and that
are available at rates that are reasonably comparable to rates charged for similar services in urban
areas.”

§ Section 254(b)(4) provides “All providers of telecommunications services should make an equitable
and nondiscriminatory contribution to the preservation and advancement of universal service.”

7 Section 254(b)(5) provides “There.should be specific, predictable and sufficient Federal and State
mechanisms to preserve and advance universal service.”



A. Implementation Of The Joint Board's Cost Model Principles Inevitably Will Understate

Universal Service Costs

Under the Joint Board's formulation, the choice of a cost model will be a critical
element in determining whether an ILEC will receive an adequate amount of universal service support.
Although Pacific applauds the Joint Board's efforts to promote the creation of an improved model, a
number of its recommendations remain seriously flawed and consequently will unreasonably deny
recovery of legitimate ILEC costs. Pacific submits that, in order to comply with the dictates of Section
254 of that Act, the model must: (1) allow ILECs to recover their legacy costs; (2) predict
forward-looking costs based on actual ILEC data (if the Commission adopts a forward-looking cost
model); (3) use consistent éost and demand figures; (4) include joint and common costs; and (5) be

auditable, verifiable, and include mutable data inputs for relevant variables.

1. All ILECs Must Be Provided An Opportunity To Recover Their Legacy Costs®

a) The Commission Must Permit Recovery Of Legacy Costs To Fulfill The

Government’s Part Of The Universal Service Bargain It Made With
Carriers Of Last Resort

The Joint Board Recommendation, if adopted, would break a long-standing contract
between government and local telephone companies. Government -- at all levels -- assured telephone
companies that they would receive a fair opportunity to recover their legitimately incurred costs,
including a fair return on investment. This promise was made in exchange for the ILECs’ commitment
to provide quality service to all consumers at the prices mandated by régulators. Those prices often
reflected social rather than economic policies and relied on the promise of a sustainable monopoly to

defer recovery and keep rates below cost.. As carriers of last resort, the ILECs have created the best

® Legacy costs are the costs associated with recovery (and in the interim, return on investment) for past
investments in plant and equipment, previously found to be used and useful and includable in the
ratebase for the purposes of providing regulated telecommunications services.



telecommunications system in the world, serving close to 95 percent of households and meeting high
quality standards.’

In order to uphold their part of the bargain, ILECs had to invesf billions of dollars in
state-of-the-art plant and equipment. In accordance with generally accepted accounting principles, they
sought to depreciate that plant and equipment over a reasonable period of time. But, commissions
required that these investments be depreciated over a far longer period of time than prudent accounting
practices would have dictated for ratemaking purposes, thereby constraining capital recovery for
extended periods.' Because ILEC rates were set to recover their plant and equipment in accordance
with the regulators' imposed schedules, ILECs continue to have massive undepreciated plant and
equipment on their books. Pacific alone has § 4.7 billion in unrecovered depreciation that is in excess
of accepted economic depreciation me»thods.11

The Joint Board's recommendation reneges on this long-standing agreement.'” Absent a
universal service cost model that accurately reflects actual ILEC costs, those costs will be
unrecoverable in the new competitive environment. Neither the Telecommunications Act nor the

constitutional prohibition against uncompensated takings will countenance such a result. It follows

® See, e.g., Pacific Bell ARMIS Quality of Service Report No. 4305, Fourth Quarter 1995 Report,
dated April 1, 1996.

' Re Pacific Bell, D.94-12-003, 57 CPUC 2d 572 (1994).

"' R.95-04-043/1.95-044, Report Accompanying Prepared Testimony of Peter A. Darbee for Pacific
Bell Before the California PUC, Exhibit No. 99, p. 9 (October 10, 1995).

" Duquesne Light & Penn Power Co. v. Barasch, 488 U.S. 299, 315 (1989) (“a State’s decision to
arbitrarily switch back and forth between methodologies in a way which required investors to bear the
risk of bad investments at some times while denying them the benefit of good investments at others
would raise serious constitutional questions.”). If the Commission does not address how carriers
recover their legacy costs in this proceeding, it should do so in the upcoming access reform proceeding
or elsewhere.



that any cost model ultimately adopted by the Commission must include recovery of ILECs' legacy

costs.

b) In The Alternative, The Commission Should Adopt A Transitional
Mechanism To Permit Recovery Of Past Legacy Costs

Even if the Commission decides to adopt a cost model that is based on forward-looking
rather than historical costs, it should still permit a transitional recovery of legacy costs for the ILECs.

In such an event, Pacific proposes that the Commission establish a separate six-year transition

- mechanism designed to compensate ILECs for their legitimately incurred costs without harming

competition or consumers. Under this proposal, ILECs would be permitted to withdraw amounts from
the high cost fund based on their legacy costs."” This recovery, however, would not be available for
CLECs that win over ILEC customers."* High cost assistance for CLECs would be governed by the
forward-looking mechanism that will govern all éligible entity withdrawals from the high cost fund.
Pacific proposes that the mechanism be terminated in six years to coincide With the mechanism
established for rural carriers. 9 283 ef seq. That recommendation was grounded in the understanding
that an immediate move to the Board's methodology could lead to relatively large changes in support
levels for rural carriers.

Since rural carriers generally serve fewer subscribers relative to the

large incumbent LECs, serve more sparsely populated areas, and

do not generally benefit from economies of scale and scope as

much as non-rural carriers, they often cannot respond to changing
operating circumstances as quickly as large carriers.

* If the FCC desires a method of verifying the accuracy of these data, it could encourage, but not
require, use of ARMIS data. Given that ARMIS data are not available for all carriers and that these
results may not always accurately portray an ILEC’s costs in particular study areas, carriers should be
given the option to use some other reasonable basis for identifying their costs.

" Subsidizing the entry of CLECs through payment of more high cost assistance than they need would
distort economic incentives to enter the market, thereby harming competition.



9 283. In fact, the same concern holds true for other ILEC:s.

For the following reasons, every ILEC otherwise eligible for universal service support
in rural, insular and high cost areas similarly needs a transition period to adjust to the new cost proxy
model and to recover legacy costs. First, economies of scale do not enable a large carrier to recover its
legacy costs. Costs of local telephone service vary by geographic area. In the new competitive
environment, CLECs can target specific areas. Consequently, a large ILEC cannot respond to a
changed support mechanism by engaging in massive subsidies between areas. Moreover, hiding
universal subsidies by averaging costs across excessively large areas clearly violates Section 254’s
requiremeﬁt that subsidies be made explicit."” In any event, this does not justify precluding ILECs
from recovering legacy costs. Even if legacy costs per line may be on average lower than for smaller
carriers (a fact which is not proven), this would not justify denying large carriers the opportunity to
recover these costs.

Second, large ILECs cannot simi:ly replace lost revenues with revenues from other
services; such a policy would likewise also violate the mandate that subsidies be explicit. Third, large
ILEC:s are less able to raise local rates to recover legacy costs than rural companies because of existing
price caps. In fact, alternative access providers are far more likely to target densely populated urban

- areas, thereby exerting downward pressure on ILEC rates and precluding additional cost recovery.
Although the subscriber base for recovery of non-rural ILEC legacy costs may be larger than for

smaller companies, there is no basis for assuming that the per-subscriber amount of such costs is any

'* This also cannot be what the Commission to adopt since it has in other contexts mandated that states
allow the geographic deaveraging of unbundled element rates within a state. Implementation of the
Local Competition Provisions in the Telecommunications Act of 1996, CC Docket No. 96-98 (rel.
August 8, 1996) (“First Interconnection Order”), at § 764. Effectively mandating cross-state subsidies
flies in the face of this policy.



smaller than that found in rural study areas. The need for a transition during which legacy costs can be
recovered is, therefore, as critical for other ILECs as it is for rural ones.

Moreover, the purpose underlying Section 254 is to ensure that local service rates in
rural, insular and high cost areas remain roughly comparable to those in urban areas transition. This
goal simply cannot be achieved if ILECs are unable to recover from the universal service fund their
higher than average costs, including legacy costs, and are, instead, forced to increase local rates or
obtain a subsidy from other revenues.'® It would also be arbitrary and capricious for the Commission
to adopt a universal service plan that targets local rate increases only in areas served by large carriers.
Therefore, the Commission should, at a minimum, adopt a mechanism for all carriers to recover legacy

costs over a reasonable transition period.

2. If The Commission Adopts A Cost Model Using Forward-Looking Costs,
Actual ILEC Data Must Be Used To Predict Costs

The Joint Board further errs in its recommendation that any forward-looking costs
determined under an acceptable cost model be based on the least-cost, most efficient technology that is
available for installation in a network using ILEC wire centers. Just as in the Interconnection
proceeding, such reliance on hypothetical costs that have nothing to do with actual, expected ILEC
investments is a fatal defect.”” Indeed, use of the “least-cost technology” principle here is even less
justifiable than in the interconnection context because the rationale for adopting a universal service

mechanism is quite different from that underlying interconnection pricing.

' In fact, this result is contradictory to the goal the Joint Board set for itself when it announced that it
expected the mechanism to minimize any local rate increases. 9§ 309.

7 See First Interconnection Order, at { 683. Pacific hereby incorporates by reference its comments
regarding the inadequacy of using hypothetical costs contained in Pacific’s Reply Comments,
CC Docket 96-98, Phase I, at 29-32 (filed May 30, 1996).

10



Section 254 of the Act mandates establishment of a mechanism to ensure the
availability of affordable service. The only conceivable reason to limit cost recovery in such a context
is to encourage efficient investment. However, there is no reason to be.lie.vepthat any ILEC has failed to
build its network in a rational, cost-effective manner. In reality, long-standing, state and federal price
cap regulations have cfeated strong incentives for ILECs to keep costs low. Moreover, any
improvement in efficiency, such as deployment of new technology, must be phased in over time and
requires significant expenditures on research, planning, implemen'tation* and conversion. Therefore,
using hypothetical "least-cost technology" assumptions in the universal service mechanism is illogical
and necessarily will fail to produce adequate compensation.

In contrast, a forward-looking cost model based on ILECs' current costs'® would at least
ensure that an ILEC will recover its true future costs, not simply those costs associated with some
hypothetical carrier. For these same reasons, Pacific endorses the Joint Board's recommendation that
the ILEC’s current expected cost of capital, including economic depreciation methods, be used in the
model. Such variables are essential in determining an ILEC's current costs, and, therefore, the
appropriate amount of universal service support.'” Unlike hypothetical costs, forward-looking costs
based on current costs are directly related to actual ILEC networks and to the current costs of placing
and operating those networks.

One example of how some of the cost models under consideration use unrealistic
assumptions is Hatﬁeld's treatment of fill factors in a way that does not permit the provision of quality

service that customers have come to depend on. Prudent network managers install spare capacity so

'® Current costs are the costs of the ILECs' networks actually deployed and operating.

1% Use of forward-looking depreciation methods, of course, does not address how to recover past
depreciation reserve shortfalls.
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that reasonably foreseeable future demand can be served immediately and to reduce installation costs.
A proper cost model must use fill factors designed to allow the carrier to fulfill the carrier of last resort
obligation that defines universal service.

The use of current costs is also necessary to ensure an adequately sized fund. Reliance
on hypothetical carrier costs will understate the fund, thereby depriving ILECs of full and fair
compensation. Further, an ﬁndersized fund will discourage modernization in high cost areas and deter
facilities-based competitors from entering the market and driving down costs. The inevitable
by-product of the lack of competition is a universal service fund that does not decline because costs
remain high. This certainly cannot be the result intended by Congress or the Commission.
Accordingly, to work toward reducing the overall size of the universal service fund, the Commission
must adequately size the fund by relying on current ILEC costs.

Pacific applauds the Joint Board's refusal to adopt the proposed Hatfield and BCM1 cost
models for universal support determinations. Y268, 279. Both of these models, as well as the various
versions of Hatfield, have already been shown to be fatally flawed.?* The model adopted by the
Commission must permit ILECs to receive compensation for the current cost of providing universal
service plus a reasonable rate of return.

An appropriate model could achieve this goal through the following methodology. The
calculation of the high cost fund size should be based upon actual aggregate costs for each ILEC at the
study area level. The study area level is the smallest area for which ILECs collect reliable cost data.
Universal service support payments, on the other hand, would most appropriately be paid out based on

smaller geographic areas, as contemplated by the Joint Board Recommendation. §{ 176-78. Because
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there are no actual costs available for smaller geographic units, e.g., census block groups (CBGs), a
proxy model should be used to determine how to distribute the actual, aggregate costs calculated at the
study area level to the CBG level. Thus, if a study area is made up of five CBGs with a total subsidy
of $300 for universal service, and the proxy costs for those five CBGs are $50, $40, $30, $20 and $10,
respectively, the $300 would be distributed as follows: $100, $80, $60, $40, $20.

Pacific is currently working with US West and Sprint to develop a "best of breed"
("BOB”) proxy model. BOB takes the best features of the BCM2 and CPM to create a dynamic model
within narrowly targeted geographic units. Regardless of which model the Commission adopts, as the
Joint Board correctly points out, additional information must be gathered and analyzed before selecting
amodel. Upon identifying a model that meets the Joint Board's criteria, the Commission should seek
public comment on the model. Establishing a pleading cycle is the only way to ensure a complete and

accurate record and a well-reasoned decision.

3. The Commission Should Adopt The Joint Board’s Recommendation That A
Reasonable Share Of Joint And Common Costs Be Included In The Calculation

Of Supported Costs

The Joint Board correctly recommends that the cost model should permit ILECs to
recover a reasonable allocation of joint and common costs. Pacific fully supports this
recommendation. As documented thoroughly elsewhere, an ILEC must be able to recover its joint and
common costs to maintain and modernize its network.?’ Such recovery is especially necessary for
universal service cost recovery, where assuring the ubiquitous availability of reasonably priced services

is the mechanism’s raison d‘etre.

 See, e.g., GTE’s Opposition to Petitions for Reconsideration in CC Docket No. 96-98, Phase I,
at 10-14 (filed October 31, 1996).

21 See Pacific’s Comments, CC Docket 96-98, Phase 1, at 72-73 (filed May 16, 1996).
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4, Any Cost Proxy Model That Utilizes Forward-Looking Costs Must Also Use
Forward-Looking Demand To Avoid Underestimating Unit Support Costs

One of the more serious problems with the Hatfield model is that it uses current demand
to compute unit prices.”? Unit prices are computed by dividing forward-looking costs by the demand
figures, such as number of loops or minutes associated with the prices of the network for which costs
are being derived. This methodology wrongly assumes that current demand will remain constant,
notwithstanding the fact that competition is certain to reduce demand for incumbent's services
significantly in the future.” Of course, there is a reason why the IXCs that commissioned Hatfield
want to keep the demand figures at historical levels; the larger the demand figure used in the
denominator of the unit price equation, the lower the per unit cost will be. Nonetheless, if
forward-looking costs are to be adequately recovered, unit prices must be computed based on the
demand that can reasonably be expected to exist in the future. Accordingly, any cost proxy model

must use forward-looking demand if it is to rely on forward-looking costs.>*

5. Underlying Data Used In Any Cost Model Must Be Auditable And Verifiable
By Interested Parties And Relevant Data Inputs Must Be Mutable

The Joint Board required that any cost model be auditable, i.e., méde fully available to
interested parties, including the underlying data which is entered into the model. It also declared that
the results be verifiable and that relevant input variables be mutable. We fully support these

recommendations.

2 Typically, unit costs are computed by taking the total forward-looking costs and dividing by the
amount of units associated with a particular piece of the network, such as number of loops for loop
prices or number of minutes for switching prices.

B The level of costs will also decline as demand diminishes, but it will not decline in direct proportion
to demand decreases, because economies of scale will be lost and plant will be stranded.
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It is axiomatic that interested parties must be able to evaluate whether a cost model is
performing the way it is intended. A corollary to full disclosure is that results need to be verifiable
and relevant data inputs mutable so that the model’s formulas can be tested and sensitivity analyses
performed. This objective cannot be accomplished without full access to underlying support data and
formulas that make up the cost model. Hatfield and its variations are defective in large part because
they do not provide access to this underlying support data. They are black boxes that are mysteries to
everyone but their creators.® In fact, Hatfield créators have readily admitted that they made up the

underlying data when available ILEC information was not to their liking.?’ Even IXCs who are now

# The only other way to correctly compute demand would be to conduct new cost studies every year so
that updated demand figures can be employed. We, however, do not endorse this method and submit
that cost proxy models can be designed to take into account future demand.

B The Joint Board described the Cost Proxy Model ("CPM") as flawed because it contained proprietary
data and was, therefore, unavailable for review. § 279. That criticism is invalid. All CPM inputs are
fully available and non-proprietary. In fact, the level of public detail in the CPM is far beyond that
available from other models, such as Hatfield. The underlying data of some inputs is based on Pacific
Bell's actual cost data at the wire center level, and is, therefore, highly sensitive. Notwithstanding,
even this data will be made available for those interested parties that sign confidentiality agreements to
protect the sensitive data.

% See First Interconnection Order, at { 794 (the FCC does not believe that the Hatficld and Benchmark
Cost Model "outputs by themselves necessarily represent accurate estimates of the absolute magnitude
of loop costs.") See also Pacific Opposition to Petitions for Reconsideration, CC Docket 96-98, Phase
I, at 7-8 (filed Oct. 31, 1996).

#7 The public record clearly reveals the arbitrary nature of the underlying data for the inputs in the
Hatfield model. See Testimony of Dr. Robert Mercer at 50, The Board's Investigation Regarding
Local Exchange Competition for Telecommunications Services, Docket No. TX95120631 (N.J. Bd.
Pub. Util., Sept. 10, 1996) (local ordinances were not reviewed to determine cable burial
requirements); J/d. at 92-95 (no workpapers, studies or other documentation supporting network fill
factors); Id. at 95 (no documentation for network structure costs); Id. at 101 (no written documentation
for costs of installing cables).
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touting the benefits of Hatfield have argued in other proceedings that models not fully disclosed on the

record are inadequate and should not be used.?*

B. The Joint Board's Nationwide Benchmark Is Likely To Be Unreasonably High And
Thus Undercompensate Carriers That Need Universal Service Support

As noted above, the Joint Board determined that the nationwide pricing benchmark for
universal services be based on average revenues-per line by dividing local, discretionary and access
service revenues by the number of loops served. §310.” The Joint Board included discretionary and
access services in its universal service calculus because it assumed that the costs of providing these
services were included in the cost figures derived by its cost model. §311. Pacific agrees that the
appropriate per-line revenues should be used to create the nationwide benchmark. However, only those
services that are supported by the universal,service fund should be included in such revenues to ensure
that the mechanism is sufficient, predictable and explicit as required by the statute. This formulation is

also necessary to avoid the local rate increases that are inevitable if the benchmark is set too high.

1. The Cost Model Does Not Contain Costs Associated With Discretionary Or
Access Services

The Joint Board is incorrect in its assumption that a cost proxy model will include costs
associated with providing discretionary and access services. A properly developed cost model will
include only the costs of the services studied. Given this fact, improperly including discretionary and

access revenues in the pricing benchmark would artificially reduce the universal service support

2 See Commission Requirements for Cost Support Material To Be Filed With Open Network
Architecture Access Tariffs, 7 FCC Red 1526, 1528 (1992).

% The Joint Board rejected other methodologies because (1) an average rate formulation would be
inconsistent with the cost model methodology it intended to create, which would compute the network
costs that support multiple services; and (2) an average cost formulation would fail to take into account
that the revenues from other services could make the overall cost of local service affordable.

99 315-17.
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available to a carrier by inflating the measure against which the carrier’s model-determined costs are
compared. Both CPM and the new models being explored will not consider costs associated with

discretionary and access services.

2. Inclusion Of Discretionary And Access Service Revenues In The Benchmark
Violates The Act's Requirement That Subsidies Be Explicit And Predictable

Even if the cost model ultimately adopted by the Commission does include the cost§ of
providing discretionary and access services, including those revenues in the benchmark would still
violate the statute's directive that support be predictable and explicit. Such a proposal would, in effect,
perpetuate the existing implicit subsidy system under which the prices for discretionary and access
services offset below-cost rates for local service, because revenues from discretionary and access
services would offset universal service support costs. Therefore, under this mechanism, a high cost
carrier may not receive universal service sufficient support because it did not provide access and
discretionary services equivalent to those included in the benchmark. Revenues from the
non-supported services would then defray part of the costs of local services, thus forming an implicit
subsidy.

If the carrier does not or cannot sell this level of services, it could be denied recovery
for its costs of providing local services from the high cost fund.*® At a minimum, because demand for
discrétionary and access services is much more elastic than for local services, including these revenues
in the benchmark would lead to unpredictable effects on a carrier’s ability to obtain universal service

support. These results are flatly contrary to the mandate of Section 254.

* The FCC should also make it clear that, even if it does include discretionary and access service
revenues in the benchmark, these services themselves are not eligible to receive universal service

support.
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